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Q. Please state your name and business address. 23 

 24 

A. My name is Jeffrey Hoagg and my business address is 527 East Capitol Avenue, 25 

Springfield, Illinois  62701.  26 

 27 

Q. By whom are you employed and in what capacity? 28 

 29 

A. I am employed by the Illinois Commerce Commission as Director of Policy in the 30 

Telecommunications Division. 31 

 32 

Q.  Please describe briefly your educational background and work experience. 33 

 34 

A. I graduated from Cornell University with a Master of Arts in Economics in 1986.  I 35 

was admitted to doctoral candidacy at Cornell and completed all requirements for 36 

the Ph.D. in Economics except completion of the dissertation.  My major field of 37 

graduate study was Industrial Organization and Regulation.   38 

 39 

 I have worked in the field of telecommunications regulation for approximately fifteen 40 

years.  I was employed as an Economist in the Research Division of the Kentucky 41 

Public Service Commission for approximately one year.  I began work at the New 42 

York Public Service Commission in 1987, and have held the positions of 43 

Telecommunications Tariffs and Rates Analyst, Telecommunications Policy Analyst, 44 
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and Special Assistant to the Deputy Chair of the Commission.  In these capacities, I 45 

performed economic and policy analyses of various telecommunications industry 46 

and regulatory issues, and formulated recommendations for Commission members 47 

and other decision-makers.   Among other duties, I served as Staff team leader for 48 

issues of pricing and provisioning of unbundled network elements (“UNEs”), as Staff 49 

subject matter expert on Expanded Extend Link and Digital Subscriber Line-based 50 

services, and as a member of the Staff team that negotiated terms of Bell Atlantic - 51 

New York’s Section 271 “Pre- Filing Statement”.  (This document served as the 52 

basis for Bell Atlantic’s successful application before the FCC to provide in-region 53 

interLATA telecommunications services in New York).   I was appointed Staff 54 

representative to the New York Telecommunications Exchange, a “blue-ribbon” 55 

panel convened to examine and coordinate that state’s overall policies towards 56 

telecommunications, and served as the New York Staff representative to the 57 

Federal/State Open Network Architecture Joint Conference.     58 

 59 

In 1993 I accepted the position of Special Advisor to Commissioner Barrett of the 60 

Federal Communications Commission (“FCC”) on Common Carrier issues, and 61 

served in that capacity for approximately one year before returning to the Staff of the 62 

New York Public Service Commission.  While at the FCC, I provided analyses and 63 

policy recommendations on a wide range of telecommunications issues, and 64 

functioned as liaison with the offices of other Commissioners, the Chairman and the 65 

FCC’s Common Carrier Bureau.  I prepared testimony, speeches and 66 

presentations for delivery before Congress and various regulatory and industry 67 
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groups, and drafted for issuance informal and formal documents, including 68 

Separate Statements and Dissents from Commission Reports and Orders.     69 

 70 

I have mediated disputes between telecommunications carriers, have chaired 71 

technical conferences and have participated in a number of industry collaborative 72 

meetings and workshops.  I have testified in regulatory proceedings, have delivered 73 

speeches and presentations before industry and regulatory groups, and have co-74 

authored two articles on telecommunications regulatory issues.   75 

 76 

Q.  What is the purpose of your testimony in this proceeding? 77 

 78 

A.  My testimony provides an overview and summary of Staff’s position in this 79 

proceeding.  First, I present Staff’s overall evaluation of how the existing Ameritech 80 

Illinois (“AI,” “Ameritech”, or “the Company”) alternative regulation plan has 81 

functioned.  I then describe the two regulatory options which, in Staff’s opinion, the 82 

Commission should consider in this proceeding.  My testimony summarizes the 83 

major advantages and disadvantages of those options, and presents Staff’s 84 

recommendations regarding those options.  I then address aspects of the 85 

relationship between alternative regulation and the classification of services as non-86 

competitive or competitive.  Finally, I briefly summarize the testimony filed by each 87 

Staff witness in this proceeding, and describe how this testimony addresses major 88 

ten issues posed by the Commission for review in this proceeding.   During the 89 
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course of my testimony, I show the infirmity of several assertions made by 90 

Ameritech Illinois in its direct case.   91 

 92 

Q. Are other Staff members sponsoring testimony in this proceeding? 93 
 94 
A.  Yes.  In addition to me, there are thirteen Staff members testifying in this 95 

proceeding, as follows: 96 

 Staff Exhibit 2.0—Genio Staranczak sponsors Staff’s  proposed changes to the 97 

formula used in calculating rates in the annual filing. 98 

 Staff Exhibit 3.0—James Zolnierek addresses several economic issues raised by 99 

Ameritech Illinois witnesses and offers Staff’s  opinion on those issues. 100 

 Staff Exhibit 4.0—Judith Marshall addresses rate issues and potential methods of 101 

rate adjustments.  In addition, Ms. Marshall addresses specific revenue requirement 102 

adjustments that Staff proposes to be excluded from the 1999 rate base 103 

calculations of Ameritech Illinois. 104 

 Staff Exhibit 5.0—Bill Voss provides Staff’s adjusted 1999 rate base for Ameritech 105 

Illinois and shows the amount of revenues by which Ameritech Illinois exceeds that 106 

adjusted rate base. 107 

 Staff Exhibit 6.0—Dianna Hathhorn provides adjustments to the rate base 108 

calculation used in Staff Exhibit 5.0. 109 

 Staff Exhibit 7.0—Mary Everson provides additional input to the rate base 110 

calculation used in Staff Exhibit 5.0. 111 
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 Staff Exhibit 8.0—Sam McClerren addresses historical retail and wholesale service 112 

quality results of Ameritech Illinois under the alternative regulation plan and 113 

recommends changes in the methodology used by the Company in calculating its 114 

service quality results. 115 

 Staff Exhibit 9.0—Cindy Jackson addresses Ameritech Illinois retail service quality 116 

results and recommends changes to the penalties that the Company would incur if 117 

service quality is removed from the Alternative Regulation Plan, or if it remains a 118 

part of the Plan. 119 

 Staff Exhibit 10.0—H.K. “Bud” Green addresses the Depreciation Rates and Fill 120 

Factors used by Ameritech Illinois in its development of Long Run Service 121 

Incremental Cost (LRSIC) as described in 83 Ill. Admin. Code Part 791. 122 

 Staff Exhibit 11.0—Janis Freetly calculates the Cost of Money that Ameritech Illinois 123 

should used in developing its Revenue Requirement for the 1999 Test Year. 124 

 Staff Exhibit 12.0—Joy Nicdao-Cuyugan addresses the testimony of Ameritech 125 

Illinois witness Avera and the impact of the Alternative Regulation Plan on the 126 

financial community’s view of Ameritech Illinois. 127 

 Staff Exhibit 13.0— Robert Koch addresses the performance of the Alternative 128 

Regulation Plan since its inception and recommends changes to the Plan that will 129 

provide benefits to both the Company and the consumers in the future. 130 

 Staff Exhibit 14.0—Mark Hanson addresses Ameritech Illinois’ rate rebalancing 131 

proposal, provides a Staff alternative to the Company proposal, and also provides a 132 

general rate design if the Commission decides to reinitialize rates or return the 133 

Company to rate of return regulation.  134 
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 135 

 136 

 Evaluation of the Performance of the Alternative Regulation Plan in Meeting 137 

 Statutory and Regulatory Goals  138 

 139 

Q.  Please summarize Staff’s assessment of the performance and results of the 140 

alternative regulation plan to date.   141 

 142 

A.  As a general matter, Staff believes the alternative regulation plan has functioned 143 

well in several respects. It has, for example, eased some regulatory burdens for both 144 

Ameritech Illinois and the Commission.  It has resulted in consumers realizing some 145 

benefits, and Ameritech realizing significant benefits. It has provided Ameritech 146 

Illinois incentives to invest in its telecommunications network in Illinois, and has 147 

provided the Company with increased pricing flexibility.   148 

 149 

Staff will show, however, that the alternative regulation plan has not met several 150 

important goals and objectives for alternative regulation, and that it has not met all of 151 

the statutory requirements applicable to an alternative regulation plan.    Perhaps 152 

most significantly, Ameritech Illinois has not maintained service quality levels under 153 

the plan, as required by statute.  Additionally, Staff will show that Ameritech Illinois 154 

has structured its annual price cap filings to reduce consumer benefits under the 155 

plan.  Staff is of the opinion that, because of these factors, the benefits that 156 
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consumers have realized from alternative regulation have been reduced, while 157 

benefits to Ameritech Illinois have been increased significantly.        158 

 159 

An additional factor not directly at issue in this proceeding, but which unquestionably 160 

bears upon the effectiveness of the Ameritech Illinois alternative regulation plan, is 161 

Ameritech’s practices regarding reclassification of services to the competitive 162 

category. Since services classified as competitive are not subject to the plan, Staff 163 

believes the Commission must give consideration to the propriety of service 164 

reclassification if it is to craft an alternative regulation plan which will function well 165 

prospectively.  166 

 167 

Q. Ameritech Illinois witness Gebhardt states his understanding that review of 168 

the extent to which alternative regulation has met established statutory and 169 

regulatory goals would be “relatively routine”, assuming no significant 170 

unanticipated negative plan impacts on customers and the state.   171 

(Ameritech Ex. 1.1 at 22).  What is your assessment of this understanding?   172 

 173 

A.  Mr. Gebhardt apparently inferred that the Commission did not intend to carefully 174 

scrutinize the functioning of this alternative regulation plan.  Such an inference is not 175 

consistent with the fact that the Commission required this five-year review, which 176 

itself is not required by statute.  Even a cursory examination of the requirements of 177 
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this review supports the view that at the time the Commission authorized this plan, it 178 

intended to review its functioning in detail. 179 

 180 

Even if one assumes, for the sake of argument, that Mr. Gebhardt’s understanding 181 

is correct, review of the plan’s performance in meeting statutory and regulatory 182 

goals should not be restricted to a “relatively routine” examination.  As Staff 183 

demonstrates in this proceeding, there have been significant unanticipated negative 184 

impacts upon customers caused by the degradation in service quality over the last 185 

year.   For this reason alone, setting aside any other considerations, a thorough 186 

review is in order.   187 

 188 

Q.  Mr. Gebhardt’s testimony purports to show that consumers have benefited 189 

from annual rate decreases under the alternative regulation plan, and he 190 

provides estimates of the dollar value of those rate reductions.  What is 191 

Staff’s opinion of Mr. Gebhardt’s testimony in this regard? 192 

 193 

A.  Consumers have realized rate reductions due to the working of the price cap plan.  194 

However, in Staff’s opinion, such benefits are less significant than indicated by Mr. 195 

Gebhardt.   196 

 197 

Mr. Gebhardt estimates the cumulative value to consumers of rate reductions under 198 

the plan, and compares that value to what he contends would have occurred under 199 
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rate of return regulation.  However, Mr. Gebhardt’s point of comparison is invalid.  200 

He assumes the Commission would not have instituted any rate case over the time 201 

of the alternative regulation plan, which cannot be assumed.   Given the 202 

performance of the macro economy, the rapid growth in demand for many 203 

telecommunications services provided by Ameritech Illinois, and the earnings 204 

performance of the Company over that time period, it is likely that the Commission 205 

would have instituted one or more revenue investigations that may have resulted in 206 

aggregate revenue and rate reductions. Staff witness Marshall (Staff Exhibit 4.0) 207 

addresses this issue in additional detail.  208 

 209 

As Staff witness Koch shows, Ameritech Illinois has structured its annual price cap 210 

filings to reduce the benefits that consumers have realized from alternative 211 

regulation.  To avoid this outcome in the future if the Commission extends 212 

alternative regulation, the Commission should adopt the recommendations 213 

contained in Mr. Koch’s testimony (Staff Exhibit 13.0).  214 

 215 

Two Major Options 216 

Q. You have stated that in Staff’s opinion the Commission should consider two 217 

regulatory options in this proceeding.  Please describe those options.     218 

 219 

A. First, the Commission may elect to extend alternative regulation for AI.  If it does so, 220 

Staff recommends that the Commission modify several critical aspects of the 221 
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current plan to ensure that the modified plan will satisfy statutory requirements and 222 

Commission policy objectives in the future.  Staff proposed modifications also are 223 

designed to ensure that the failings of the current plan will not be repeated.   If 224 

adopted by the Commission, these modifications should yield results consistent 225 

with statutory requirements and the Commission’s policy goals and objectives.  226 

These modifications would permit the Commission to confidently extend alternative 227 

regulation for another four-year period, at which time another Commission review of 228 

the plan should commence (to be completed within one year).   Since alternative 229 

regulation is a mechanism intended to facilitate the transition to effectively 230 

competitive local telecommunications markets, it is possible that by the time of the 231 

next review this mechanism no longer will be needed, and that transition effectively 232 

will have been achieved.  233 

As a second, and inferior alternative, the Commission may rescind alternative 234 

regulation, and return Ameritech Illinois to Rate of Return (“ROR”) regulation. 235 

Although I am not an attorney, I am advised by counsel that the Commission has the 236 

authority to rescind an alternative regulation plan.  In Staff’s opinion, this outcome 237 

would be undesirable for a number of reasons, and should, if possible, be avoided.   238 

 239 

Q.  Please explain why Staff does not recommend returning Ameritech Illinois 240 

to rate of return regulation.  241 

 242 



Docket No. 98-0252/98-0335 Consol. 
Staff Ex.1.0 

 

 12

A.  Fundamentally, rate of return is not a very workable or desirable regulatory 243 

approach for a company such as Ameritech Illinois that provides some services in 244 

reasonably competitive markets, and others of its services in markets with little or 245 

no competition.  Over the next few years, meaningful levels of competition may arise 246 

in most (not just a select few) of Ameritech Illinois’s local telecommunications 247 

markets.  Rate of return regulation cannot readily be adjusted to increasing levels of 248 

competition.  For example, under ROR, the Commission cannot readily provide 249 

pricing flexibility where warranted, and limit pricing flexibility where competition is 250 

absent or ineffective at constraining prices to cost-based levels.  Rate of return 251 

regulation also has a number of well-documented problems stemming from its 252 

diminished incentives for cost efficiency and technological innovation.   Firms 253 

regulated under ROR also can be presented with strong incentives to attempt to 254 

cross-subsidize more competitive services with revenues from less competitive 255 

services.   256 

 257 

In contrast, alternative regulation is a mechanism well suited to facilitate -- indeed it 258 

is designed to accommodate -- the transition from monopoly to competition.  259 

Alternative regulation plans can readily be adjusted to provide appropriate levels of 260 

pricing flexibility, and key parameters can be recalibrated periodically if necessary 261 

to ensure just and reasonable rates.  Most fundamentally, alternative regulation 262 

yields significant benefits overall due to the fact that the regulated company has 263 

enhanced incentives to be cost efficient, technologically progressive, and innovative 264 

(both with respect to services provided and production processes).  A properly 265 
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designed and implemented alternative regulation plan can yield significant 266 

advantages over ROR regulation to all stakeholders involved.  However, 267 

shortcomings in the design, implementation or execution of an alternative regulation 268 

plan can obviate those advantages, and the potential superiority of that plan can be 269 

compromised.   Staff submits that the current Ameritech Illinois alternative regulation 270 

plan has had such shortcomings, but believes these can be remedied by the 271 

Commission in this proceeding.   272 

 273 

Q. Are there any advantages of ROR regulation that are particularly pertinent 274 

for the purposes of this proceeding, and of which the Commission should 275 

be mindful?   276 

 277 

A. Yes.   A company subject to ROR regulation does not have strong incentives to 278 

reduce expenditures associated with maintaining or improving the service quality of 279 

noncompetitive services, as can be the case under alternative regulation.  Thus, as 280 

a general proposition, regulators can expect that good service quality will be 281 

maintained under ROR regulation.  Another major advantage would be that ROR 282 

regulation, accompanied by periodic revenue examinations and price adjustments 283 

as warranted, would ensure just and reasonable rates. 284 

 285 

Q. Are there potential disadvantages of alternative regulation for Ameritech 286 

Illinois that are particularly applicable to this proceeding?  287 
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 288 

A. Yes.  A Company under alternative regulation typically has strong incentives to be 289 

efficient and innovative, since this can result in increased earnings retained by the 290 

Company.  It is well recognized, however, that these incentives include reducing 291 

costs associated with maintaining or improving service quality.   292 

 293 

Similarly, alternative regulation incents the Company to minimize revenue and price 294 

reductions to consumers (when application of the price cap index (PCI) calls for 295 

such reductions), and maximize revenue and price increases (when application of 296 

the price cap index (PCI) calls for such increases). Staff witness Koch shows that 297 

Ameritech has acted on these incentives in its annual filings, and proposes changes 298 

that would reduce AI’s ability to act on these incentives in the future.  299 

  300 

Q. What is Staff’s overall assessment of Ameritech Illinois’ proposed 301 

modifications to the current alternative regulation plan?  302 

  303 

A. Adoption of Staff’s proposed modifications will bring the plan into compliance with 304 

statutory and Commission requirements.  As various Staff witnesses show, the 305 

modifications proposed by Ameritech Illinois, on the other hand, would have the 306 

perverse result of increasing Ameritech Illinois’ share of the benefits of alternative 307 

regulation at the expense of consumers.  They would not bring the plan into 308 
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compliance with the statute and Commission policy objectives for alternative 309 

regulation.  Accordingly, these proposed modifications must be rejected.   310 

 311 

Q. Should the Commission choose simply to extend alternative regulation in 312 

its current form for some time period?    313 

 314 

A. No.  The current plan has resulted in (or at the least has been associated with) 315 

statutorily unacceptable erosion of service quality levels.  Moreover, Staff believes 316 

consumers have not realized the amount and degree of direct benefits from the plan 317 

initially envisioned by the Commission at the time of the plan’s adoption.1 318 

Accordingly, Staff is of the opinion that the Commission should not extend the 319 

Ameritech Illinois alternative regulation plan in its current form, as to do so would be 320 

contrary to statute and Commission regulatory objectives.  Several of the 321 

modifications proposed by Staff are intended to yield a plan that is more effectively 322 

“self-enforcing,” so that it is less subject to potential abuse.  Staff’s 323 

recommendations would eliminate “loopholes” and ambiguities in the current plan.  324 

 325 

Service Quality  326 

Q.  Does Section 13-506.1 of the PUA address service quality requirements 327 

under alternative forms of regulation? 328 

                                                 
1 Staff witnesses Zolnierek and Koch discuss several actions taken by AI that have diminished the 
benefits received by consumers under the current plan. 
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 329 

A.  Although I am not an attorney, I am advised by counsel that it does. Specifically, 330 

Section 13-506.1(b)(6) provides, in relevant part, that:  331 

 332 
[t]he Commission may approve a plan or modified plan and authorize its 333 
implementation only if the Commission finds after notice and hearing that 334 
the plan (or modified plan) at a minimum:   . . . will maintain the quality and 335 
availability of telecommunications service (emphasis added). 336 

 337 

Q.  Please summarize Staff’s position regarding whether service quality has 338 

been maintained under the alternative regulation plan. 339 

 340 

A.  Staff witnesses McClerren (Staff Ex. 8.0) and Jackson (Staff Ex. 9.0) demonstrate 341 

that some crucial aspects of service quality have not been maintained during the life 342 

of the alternative regulation plan.  Their testimony demonstrates that under this plan 343 

Ameritech Illinois has failed to meet the “out of service greater than 24 hours 344 

(OOS>24)” service requirement, and apparently has chosen to pay penalties for 345 

failure to meet this requirement rather than expend resources rectifying the 346 

underlying causes of this failure.   Mr. McClerren and Ms. Jackson also show that 347 

since consummation of the SBC/Ameritech Illinois merger, there has been 348 

significant erosion in service quality provided to Illinois customers, as measured by 349 

several indices.   Ameritech Illinois’ performance in meeting the benchmarks for out 350 

of service greater than 24 hours, and for installation of service in five days or less 351 

has deteriorated significantly.   352 

 353 
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Q. What consequences attach to AI’s failure to maintain service quality?  354 

A.  Although I am not an attorney, I am advised by counsel that Section 13-506.1, (e) 355 

provides, in relevant part, that: 356 

[t]he Commission may rescind its approval of an alternative form of 357 
regulation if, after notice and hearing, it finds that the conditions set forth in 358 
subsection (b) of this Section can no longer be satisfied. 359 
 360 

As noted above, the maintenance of service quality is specifically required by 361 

Section 13-506.1(b)(6).  It is Staff’s view that a central and crucial aspect of this 362 

proceeding is to examine the question of whether the requirements of Section 13-363 

506.1(b)(6) can be satisfied going forward.  Based on AI’s service quality 364 

performance during the current plan, and the nature of its testimony concerning 365 

service quality submitted thus far in this proceeding, Staff considers it possible that 366 

the Commission might, with reason, be skeptical that AI can meet these 367 

requirements under alternative regulation.  Staff believes that at an absolute 368 

minimum, the Commission should not extend the alternative regulation plan without 369 

establishing a more stringent, reliable and comprehensive set of measures 370 

(incentives and penalties) designed to ensure that Ameritech meets its service 371 

quality obligations under any future alternative regulation plan. 2  372 

 373 

In light of AI’s failure to maintain service quality levels under the current plan as 374 

required by law and Commission policy, it is Staff’s opinion that Ameritech Illinois 375 

                                                 
2
 The current plan clearly has failed to ensure that Ameritech Illinois met those obligations and 

therefore service quality incentives and penalties must be strengthened at a minimum to satisfy 
statutory requirements.   
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must address this issue responsibly and adequately as a prerequisite to the 376 

Commission extending the alternative regulation plan. This is particularly important 377 

since, of course, it is Ameritech Illinois that ultimately determines the level of service 378 

quality provided to its customers under alternative regulation.  If, as AI asserts, 379 

alternative regulation is indeed a form of regulatory compact or bargain, then each 380 

party must meet its responsibilities under that compact for alternative regulation to 381 

succeed. 3  In Staff’s view, it is incumbent upon Ameritech Illinois to provide 382 

sufficient evidence that, unlike the past results of the plan, an extension of alternative 383 

regulation for the Company will not result in a failure to maintain required levels of 384 

service quality. 385 

 386 

Q. Should the Commission order rebates or refunds targeted to those 387 

customers most directly affected by poor service quality?  388 

 389 

In Staff’s opinion, imposition of retroactive rebates or refunds to address AI’s failure 390 

to maintain required service quality levels is not desirable.  Apart from the legal 391 

issue of whether such reductions would constitute retroactive ratemaking, as a 392 

policy matter such retroactive adjustments should be avoided for several reasons.  393 

They may have negative effects upon efficiency incentives, and they may constitute 394 

                                                 
3 This is a fundamental reason Staff does not recommend returning to rate of return regulations and, 
as discussed below, why Staff does not prefer the option of reducing Ameritech Illinois’s revenues to 
rate of return levels, even if coupled with an extension of alternative regulation.   
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a form of “double jeopardy” since the current plan was implemented with a given set 395 

of service quality penalties.   396 

 397 

A. Should the Commission order a general revenue reduction to address the 398 

problem of poor service quality experienced by AI customers?  399 

 400 

 A “going-forward” revenue reduction avoids some problems associated with 401 

refunds or rebates, but this remedy could be reflected in rates extending well 402 

beyond the time service quality is restored to acceptable levels.  Thus, the Company 403 

would be penalized even after a resolution of service quality shortcomings, unless 404 

the Commission were to rescind the rate reduction upon service quality restoration.  405 

 406 

Staff does not favor rate changes that are short-lived since rate instability can cause 407 

uncertainty and/or confusion for consumers, AI’s management, shareholders, and 408 

potential investors.  However, variants of this approach could be implemented in a 409 

manner to avoid short-term rate fluctuations.  For example, if it appears likely that 410 

operation of the alternative regulation formula would result in the PCI trending 411 

downwards (as it has over the life of the current plan), a general revenue reduction 412 

could be credited against a given PCI reduction (perhaps treated as an exogenous 413 

change factor) to avoid short-term rate fluctuations.   414 

 415 
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In Staff’s view, however, it would be most preferable for the Company to voluntarily 416 

propose an adequate set of remedies.   This could indicate AI’s heightened 417 

appreciation of its service quality responsibilities under alternative regulation, and a 418 

commitment to meet those obligations under any extension of alternative regulation.  419 

 420 

Q.  Would Staff’s position change if Ameritech Illinois were to restore service 421 

quality to acceptable levels prior to a Commission decision in this case?  422 

 423 

 This would not change the fundamental analysis presented here and in the testimony 424 

of other Staff witnesses.  The fact remains that under the existing plan service 425 

quality has not been maintained as required. Therefore, any extension of the plan 426 

should recognize and properly account for this fact.    427 

   428 

Q. Ameritech Illinois asserts that any slippage in service quality under the 429 

alternative regulation plan is not attributable to alternative regulation, but 430 

would have or could have occurred under ROR regulation. Please respond.  431 

 432 

A. It does not appear that AI has provided any reliable evidence to support this 433 

contention.  Even if the Company can do so, however, this argument should not be 434 

given any weight.  The statute requires maintenance or enhancement of service 435 

quality levels under an alternative regulation plan. For whatever reason or reasons, 436 

the plan at issue here has not resulted in maintenance of adequate service quality.    437 
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 438 

Q. Does Ameritech Illinois propose strengthening the penalty provisions in the 439 

current plan regarding service quality?  440 

 441 

A.  No.  AI’s apparent position thus far in this proceeding is that there is no need to 442 

strengthen these penalty provisions.  This occurs against a backdrop of multiple 443 

years of failure to meet all service quality benchmarks, and severe erosion of some 444 

critical elements of service quality over approximately the last year.   It appears that 445 

AI has chosen to pay penalties for poor service quality rather than incur the costs 446 

necessary to maintain service quality levels, as required by statute.  Since AI’s 447 

earnings under the plan overall have been quite healthy, this failure cannot be 448 

justified.  449 

 450 

Q.  Does the Commission’s October 11, 1994 Order in Docket 92-0448/93-0239 451 

(consol.) address service quality issues under alternative regulation for 452 

Ameritech Illinois? 453 

 454 

A Yes.  On page 58 of that Order the Commission explicitly recognizes that Section 455 

13-506.1(b)(6) of the statute requires the Commission to find that any alternative 456 

regulation plan adopted will maintain the quality and available of 457 

telecommunications services.  On that same page, the Commission concluded that 458 

service quality standards exceeding those in effect at that time (in the 459 
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Commission’s Part 730 rules) were necessary to “safeguard against erosion of 460 

service quality (emphasis added).”   461 

 462 

 463 

 464 

Aggregate Revenue Reduction and Rate Reinitialization 465 

 466 

Q. Does Staff recommend that an overall revenue adjustment (reduction) occur 467 

if the Commission extends alternative regulation for Ameritech Illinois?  468 

 469 

A. Not at this time.  While some amount of aggregate revenue reduction is justifiable 470 

for several reasons, Staff considers that its proposed modifications, in conjunction 471 

with an appropriate overall resolution of service quality issues, are sufficient to 472 

address the shortcomings of the current plan.  In Staff’s judgement, these 473 

modifications would help ensure just and reasonable rates if alternative regulation is 474 

extended for Ameritech Illinois.  However, in the interest of providing the 475 

Commission a full record for consideration, Staff presents various options regarding 476 

the manner in which a general rate reduction may be effectuated, should the 477 

Commission deem this appropriate.  478 

 479 
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Q. What effect, if any, would a Commission finding in Docket No. No. 98-0860 480 

that AI had improperly reclassified services as competitive have upon the 481 

alternative regulation plan?  482 

 483 

A. One result of such a finding in Docket No. 98-0860 would be an effective revenue 484 

reduction of (at minimum) approximately $74 million.  Any service determined by the 485 

Commission to have been improperly reclassified would be removed from the 486 

competitive category, and would once again be subject to the plan’s price/revenue 487 

cap. 488 

 489 

Q. Please summarize why Staff witness Voss, supported by the testimony of 490 

Staff witnesses Hathhorn and Everson, presents a calculation of AI’s 1999 491 

revenue requirements?     492 

 493 

A. A calculation of revenue requirements is integral to the application of rate of return 494 

regulation.  If the Commission elects to return the Company to ROR regulation, this 495 

analysis is central and should form the basis of the calculation of just and 496 

reasonable rates.  The Commission also may wish to compare the results of 497 

alternative regulation with an approximation of what would have resulted if 498 

Ameritech had remained under ROR, to help assess how ratepayers have fared 499 

under the current plan.     500 

 501 
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Q.  Does this analysis apply if the Commission elects to modify AI’s current 502 

alternative regulation plan and adopt that modified plan for future use?  503 

 504 

A. Potentially.  In Staff’s opinion, its proposed modifications to the current plan would 505 

be sufficient to ensure just and reasonable rates under an extension of the 506 

alternative regulation plan.  However, if the Commission rejects Staff’s analysis in 507 

whole or in part, it might choose to reduce AI’s aggregate revenues (rate re-508 

initialization) upon any extension of alternative regulation.  The evidence placed in 509 

the record by Staff in this regard provides the Commission with a basis to 510 

determine the proper size of such a reduction.      511 

 512 

Q. Would rate reinitialization violate an implicit contract that may underlie the 513 

Ameritech Illinois alternative regulation plan, and thus exist between the 514 

Commission and the Company?  515 

  516 

A. No.  Under other circumstances, this question could merit careful examination. 517 

However, to the extent such a contract or regulatory bargain exists, Ameritech Illinois 518 

previously has violated it by failing to maintain service quality at required levels. 519 

 520 

Q.  Would an aggregate revenue reduction (and associated rate reinitialization) 521 

seriously undermine the Company’s incentives for efficient operation and 522 

technological and service innovation?  523 
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 524 

A. All other considerations being equal, an ROR-based earnings review with revenue 525 

reductions would reduce the strength and efficacy of these incentives.   However, 526 

the size and significance of such reductions in incentives are a function of several 527 

factors.  Suppose, for example, the Commission were to overlay periodic earnings 528 

reviews upon an alternative regulation plan, with retroactive rate adjustments for 529 

earnings above allowed ROR levels.  If this was known and anticipated, efficiency 530 

incentives would be reduced to very low levels associated with stringent “cost plus” 531 

ROR regulation. In contrast, if the Commission overlaid this same ROR review upon 532 

an alternative regulation plan, but adjusted rates “going forward” rather than 533 

retroactively, the resultant impact on efficiency incentives would depend in large 534 

measure upon the frequency of this review.   Earnings review every 2 years could 535 

virtually eliminate these incentives, while earnings review every 20 years would have 536 

much smaller negative impact.   537 

 538 

If the Commission determines in the course of this review that rate reinitialization is 539 

appropriate, and does not order further periodic review of the plan, the reduction in 540 

efficiency incentives could be expected to be moderate. To the extent that 541 

alternative regulation is a transitional form of regulation intended to effectuate a 542 

transition to a fully competitive marketplace, the Commission may determine that 543 

further review is unnecessary or ought to be limited in scope.  In this regard, Staff 544 

notes that by the Company’s own assessments of the degree of competition in its 545 

markets (and the rapid increase in that competition), AI should expect that 546 
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alternative regulation itself may be unnecessary at some point in the foreseeable 547 

future.   548 

   549 

Service Reclassification   550 

Q. Please summarize the impact that Ameritech Illinois reclassification of 551 

services from non-competitive categories has had on the alternative 552 

regulation plan over the last five years.  553 

 554 

A. Service reclassification has resulted in the majority of AI’s revenues now falling 555 

outside the operation of the current alternative regulation plan.  While the propriety 556 

of AI’s reclassification of service is a matter outside the present docket4, this has 557 

worked to reduce the benefits realized by consumers from rate reductions 558 

associated with annual decreases in the PCI.  559 

 560 

Q. What is the relationship between alternative regulation and a regulated 561 

carrier’s ability to classify services as competitive?    562 

 563 

Q. Speaking generally, only services provided in markets where the carrier can 564 

exercise market power are subject to the workings of the alternative regulation plan.  565 

Similarly, only services provided under market conditions that effectively limit the 566 

market power of such a carrier should be exempt from the oversight of the workings 567 

                                                 
4 This is a matter at issue between AI and Staff in Docket 98-0860.   
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of the alternative regulation plan.  The major exception to this is non-competitive 568 

services priced at cost, such as unbundled network elements, which may be outside 569 

the plan but subject to direct regulatory oversight.  570 

 571 

Q.  Ameritech Illinois witness Gebhardt presents calculations of the company’s 572 

earnings during the five-year life of the plan for the non-competitive service 573 

category.   What significance does Staff attach to these calculations?     574 

 575 

Q. Although Staff has some reservations concerning AI’s methodology, Mr. Zolnierek 576 

uses AI’s methodology to provide the calculated rate of return earned over several 577 

years for the competitive services category.  If services in this category are indeed 578 

provided under effectively competitive market conditions, one would expect that the 579 

relatively high level of earnings shown to exist by Mr. Zolnierek would attract 580 

significant competitive entry and the realized rate of return would begin to decline.  581 

There is no such discernible trend in AI earnings in this category.  582 

 583 

Summary of Staff Exhibits and Direct Testimony  584 

Q.  Please summarize Staff Witness  Staranczak’s testimony.  585 

  586 

A.   Mr. Staranczak’s testimony describes and recommends modifications to the 587 

current price cap formula including the inflation factor, the “X” factor and the “Z” 588 

factor.  He recommends that the inflation factor be changed from the fixed weighted 589 
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GDPPI to the chain weighted GDPPI, which is now the most commonly quoted 590 

inflation measure for the economy as a whole.   In addition, Mr. Staranzcak 591 

proposes that the other parameters of the formula be based on industry rather than 592 

Ameritech Illinois specific data, inasmuch as industry data yields the economically 593 

appropriate productivity differential and input price differential to use. Mr. 594 

Staranczak proposes that the “X” factor remain at 4.3% and include a 1% consumer 595 

dividend.  He suggests no significant changes to the “Z” factor.  Finally, Mr. 596 

Staranzcak recommends that the “X” factor not be adjusted downwards to take into 597 

account potentially more moderate growth in the economy.  He demonstrates that 598 

more moderate growth in the economy will not adversely affect AI’s ability to earn 599 

satisfactory returns, since the Company’s productivity growth is less sensitive to the 600 

economy than other sectors.  601 

 602 

Q. Please summarize the testimony of Staff Witnesses McClerren (Ex. 8.0) and 603 

Jackson (Ex. 9.0).  604 

 605 

A. Mr. McClerren reports on two major service quality components: retail and 606 

wholesale service quality. Mr. McClerren discussed the manner in which the eight 607 

measures in the current alternative regulation plan were developed, as well as the 608 

Company's performance in comparison to those service quality measures.  He 609 

shows that Ameritech has failed to meet both the "out of service > 24 hours" and 610 

"installation" measures, and has paid service quality penalties under alternative 611 
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regulation, and is likely to be compelled to pay penalties to be paid pursuant to 612 

conditions imposed By the Commission pursuant to its approval of the 613 

SBC/Ameritech Merger, Docket 98-0555. With respect to wholesale service quality, 614 

Mr. McClerren describes the collaborative process resulting from Docket 98-0555, 615 

Condition 30, and the development of wholesale service quality standards in Illinois.  616 

He also notes that the wholesale standards may expire in October 2002, and 617 

recommends a set of key measures to be implemented in this proceeding, that 618 

would incent SBC/Ameritech Illinois Illinois' to provide adequate wholesale service 619 

quality after October 2002. 620 

 621 

Ms. Jackson’s testimony analyzes Ameritech Illinois’s retail service quality pursuant 622 

to Section 13-506.1(b)(6) of the PUA, and responds to the testimony filed by 623 

Theresa Larkin (Ameritech Illinois Ex. 3.0) and David Gebhardt (Ameritech Illinois 624 

Ex. 1.1).  She briefly discusses the service quality standards in 83 Illinois 625 

Administrative Code Part 730 (“Part 730”) and Ameritech Illinois alternative 626 

regulation service quality standards in Docket No. 92-0448/93-0239.  Ms. Jackson 627 

also reviews service quality complaints received by the Commission’s Consumer 628 

Services Division, regarding AI’s service quality, and proposes additional new 629 

service quality standards going forward.  Her testimony also responds to that of 630 

Ameritech Illinois witness Gebhardt regarding Universal Service.  Finally, Ms. 631 

Jackson offers the Commission alternative forms of penalties to address service 632 

quality in the transitional regulatory plan.    633 

 634 
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Q. Please summarize Staff Exhibit 5.0, the Direct Testimony of Bill L. Voss, 635 

Staff Exhibit 6.0, the Direct Testimony of Dianna Hathhorn, and Staff Exhibit 636 

7.0, the Direct Testimony of Mary H. Everson. 637 

 638 

A. Mr. Voss presents the Staff revenue requirement based upon a 1999 test year.  If 639 

the Commission decides to re-initialize Ameritech Illinois’ rates or if the 640 

Commission decides to return Ameritech Illinois to rate of return regulation, this 641 

revenue requirement provides a calculation of the Company’s test year operating 642 

revenues.  The Staff revenue requirement incorporates the adjustments proposed 643 

by Ms. Hathhorn and Ms. Everson.   644 

Q.  Please summarize the Direct testimony of Janis Freetly, Staff Exhibit 11.0 in 645 

this proceeding.  646 

A. Ms. Freetly presents Staff’s analysis of Ameritech Illinois’ capital structure for the 647 

year ended December 31, 1999, and its weighted average cost of capital.  Ms. 648 

Freetly’ recommends an overall rate of return which should be used in computing 649 

AI’s revenue requirement in the event that the Commission orders rate re-650 

initialization or a return to rate of return regulation as part of this proceeding.  Ms. 651 

Freetly also responds to a portion of the supplemental direct testimony of AI witness 652 

David H. Gebhardt and the direct testimony of AI witness Roger G. Ibbotson. 653 

Q. Please summarize the direct testimony of Staff witnesses Koch and 654 

Hanson.   655 
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A. Mr. Koch’s testimony, Staff Exhibit 13.0, discusses the workings of the service 656 

baskets in the alternative regulation plan.  His testimony is divided into four parts.  657 

First, Mr. Koch describes the nature of the price cap plan currently in effect, 658 

including calculation of the PCI and API.  Second, he discusses the performance of 659 

the plan since its inception, detailing problems raised by AI’s annual filings as well 660 

as the performance of the plan in reducing rates.  Mr. Koch shows that, under the 661 

plan, in its current state, rates for most services cannot significantly change.  Third, 662 

Mr. Koch’s testimony demonstrates that AI’s recommendations, if adopted, would 663 

have significant negative impacts on residential customers and the Commission’s 664 

ability to regulate noncompetitive services on a going-forward basis.  Finally, Mr. 665 

Koch recommends changes to the plan on a going-forward basis that would benefit 666 

customers in Illinois and improve the ease of administering the plan. 667 

 668 
Mr. Hanson (Staff Exhibit 14.0) examines the rate rebalancing proposal sponsored 669 

by Mr. Van Lieshout, and recommends rejection of this proposal for several 670 

reasons.  Mr. Hanson also provides an alternative rate rebalancing proposal, in the 671 

event the Commission determines that rate rebalancing is necessary.   Rate design 672 

proposals to accompany any aggregate revenue reduction determined by the 673 

Commission are also set forth in this testimony.  674 

Q. Please summarize the Direct testimony of James Zolnierek (Staff Exhibit 3.0) 675 

in this proceeding.  676 

 677 
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A. Mr. Zolnierek addresses the shortcomings in the competitive analysis of Dr. Harris 678 

(Ameritech Illinois Exhibit 4.0).  He observes that Dr. Harris did not consider market 679 

or pricing power in his analysis, and presents examples from Ameritech's own 680 

testimony that indicate that Ameritech Illinois retains significant market power in 681 

some of its local exchange and exchange access markets.  Mr. Zolnierek also 682 

addresses economic pricing principles surrounding rate design.  He points out that 683 

efficiency and equity should be guiding principles behind any regulatory change, 684 

and demonstrates that Ameritech's rate rebalancing proposal is defective on the 685 

basis of both criteria.  Finally, Mr. Zolnierek proposes reporting requirements, noting 686 

that information supplied by Ameritech in this proceeding has been valuable in 687 

evaluating the effectiveness of the alternative regulatory plan. 688 

 689 

Q. Please summarize the Direct Testimony of Staff witness Nicdao-Cuyugan. 690 

 691 

A. Ms. Nicdao-Cuyugan’s testimony responds to assertions made by Ameritech Illinois 692 

witness Dr. William Avera regarding investor perceptions of AI.   She concludes that 693 

Dr. Avera’s opinions of investor perceptions of Ameritech Illinois are largely 694 

unfounded and irrelevant for the purposes of this proceeding. 695 

 696 
Q.  The Commission specifically designated the following 10 issues for review 697 

in this proceeding:  698 

1. Does the inflation index and the manner in which it is applied provide an 699 
adequate reflection of economy-wide inflation?  700 
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2. An assessment of productivity gains for the economy as a whole, for the 701 
telecommunications industry to the extent data are available, and for 702 
Illinois Bell during the period that the alternative regulatory framework 703 
has been in place, and whether the adopted general adjustment factor 704 
should be modified. 705 

3. Whether the adopted monitoring and reporting requirements should be 706 
retained or adjusted. 707 

4. The extent to which Illinois Bell has modernized its network and 708 
additional modernization plans for the near term. 709 

5. A listing of all services in each basket and a report of the cumulative 710 
percentage changes in prices for each service during the period the 711 
price cap mechanism has been in effect. 712 

6. A listing of any services which have been withdrawn during the period. 713 
7. A listing of all services which have been reclassified as competitive or 714 

noncompetitive during the period. 715 
8. A summary of new services which have been introduced during the 716 

period. 717 
9. Information regarding any changes in universal service levels in Illinois 718 

Bell’s service territory during the price cap period. 719 
10. Whether, and the extent to which, the adopted regulatory framework has 720 

met each of the established statutory and regulatory goals? 721 
 722 
Please identify which Staff witnesses addressed these issues.  723 
 724 
 725 

A. Mr. Staranczak addresses issues 1) and 2). Judith Marshall addresses item 3).  726 

Items 4) – 8) designate information that must be and has been provided by 727 

Ameritech Illinois. Robert Koch addresses these issues.   Staff witness Cindy 728 

Jackson addresses issue 9), and several Staff witnesses address issues related to 729 

item 10) at various points in testimony.  730 

 731 

Q. Does this conclude your testimony?  732 
 733 
A. Yes, it does.  734 
 735 
 736 


